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This article originally published here on January 30, 2017.
Executive Summary

Working capital optimization initiatives have not been a high priority for senior executives once the Financial
Crisis of 2008 ended. Historically low interest rates have allowed enterprises to borrow their way out of any
potential cash bottlenecks. When credit is cheap and plentiful, why should companies care about generating
cash from working capital?

For one thing, any money unnecessarily tied up in inventory, receivables, and payables is money that can be
used to self-fund strategic initiatives such as R&D or acquisitions. Low interest rates will not last forever, and
executives need to focus on funding sources other than debt. Working capital represents a significant portion of
most companies invested capital base (working capital, PP&E, Goodwill and other intangibles). Organizations
that focus on capital efficiency performance realize the following benefits:

o Reduce reliance on external debt/equity capital

e Increase cash flow

¢ Reduce operational and financial risks

¢ Reduce stock price volatility and cost of capital

e Higher enterprise valuations from the investment community

Leveraging data and analytics provided by New Constructs, we calculated working capital metrics for each
company included in the Russell 3000 Index as of November 30, 2016. Previously, conducting such an analysis
was infeasible due to technology limitations and scalability challenges. From this analysis, we show that working
capital metrics fluctuate significantly within sectors, especially between the top quartile companies vs. the bottom
quartile companies. Across sectors, differences in working capital metrics can be more than 50 days.

Based on our analysis, we estimate that Russell 3000 companies can free up between $600 billion to $1
trillion by focusing on working capital optimization initiatives.

We conclude with a “Call to Action” for senior executives to take a holistic view of their organization and
concentrate on the following working capital initiatives to drive sustainable shareholder value creation:

e Assessment of Working Capital Processes
e Define Desired Outcomes

o Formulate Solutions

e Align Stakeholder Expectations
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The Analysis

We conducted an analysis — as of November 30, 2016 — of companies included in the Russell 3000 to calculate
working capital metrics and identify the top sectors for working capital efficiency. For purposes of this analysis,
working capital metrics are calculated as follows:

¢ Days Sales Outstanding (DSO): 365 Days Divided by Accounts Receivable Turnover or
365 / (Revenue/Ending Accounts Receivable)
¢ Days Inventory Outstanding (DIO): 365 Days Divided by Inventory Turnover or
365 / (Revenue/Ending Inventory)
¢ Days Payable Outstanding (DPO): 365 Days Divided by Accounts Payable Turnover or
365 / (Revenue/Ending Accounts Payable)
e Cash Conversion Cycle (CCC): Days Sales Outstanding plus Days Inventory Outstanding less Days
Payable Outstanding (DSO + DIO - DPO)

In summary, it is advantageous for a company to minimize their DSO, DIO, and CCC metrics as working capital
is not free — there is a cost for carrying working capital. On the flipside, it is advantageous for a company to
maximize their DPO metric as the company is conserving cash. However, working capital metrics should be
optimized by taking into consideration special terms negotiated with key customers that impact DSO, avoiding
stock outs that impact DIO, and creating cash flow challenges for vendors that impact DPO.

New Constructs Analytics

Leveraging data and analytics provided by New Constructs, we calculated working capital metrics for each
company included in the Russell 3000 Index. Previously, conducting such an analysis was infeasible due to
technology limitations and scalability challenges. New Constructs has solved the technology challenge by
automating the data gathering from SEC filings (including accompanying footnotes) that are required for the
proper analysis of each company’s working capital metrics. Accounting distortions are removed for each
company, providing a standardized, “one version of the truth” to benchmark each company against peer groups
and across industry sectors. New Constructs updates it data base daily, so working capital metrics are available
in real time.

Summarized in the table below are the working capital metrics (as of November 30, 2016,) for non-financial
companies included in the Russell 3000 by sector:

Table 1: Russell 3000 (Figures in Millions of USD)

Operating Accounts Accounts

Sector Revenue Receivable Inventory Payable DSO DIO DPO ccc

Consumer Discretionary $2,375,814 $185,451 $298,444 $211,965 28.49 45.85 32.56 41.78
Consumer Staples $1,892,369 $93,314 $165,747 $121,494 18.00 31.97 23.43 26.53
Energy $902,937 $103,179 $66,553 $61,510 41.71 26.90 24.86 43.75
Health Care $1,811,894 $216,309 $112,760 $89,073 43.57 22.72 17.94 48.35
Industrials $1,732,082 $293,184 $193,184 $131,172 61.78 40.71 27.64 74.85
Information Technology $1,476,559 $227,517 $76,287 $123,973 56.24 18.86 30.65 44.45
Materials $509,544 $76,710 $77,555 $38,142 54.95 55.55 27.32 83.18
Telecom Services $436,938 $45,685 $4,032 $7,061 38.16 3.37 5.90 35.63
Utilities $379,624 $53,929 $26,907 $34,733 51.85 25.87 33.40 44.33
Grand Total $11,517,762 $1,295,277 $1,021,468 $819,123 41.05 32.37 25.96 47.46

Sources: TechCXO, New Constructs, LLC, and company filings

e Working Capital as a % of Total Revenues is Significant: Total working capital for the Russell 3000
($1.5 Trillion) represents 13% of total revenues ($11.5 Trillion). Accounts receivable represents the
largest component of working capital. For the non-financial companies in the Russell 3000, their working
capital metrics were as follows: DSO (41 Days); DIO (32 Days); DPO (26 Days); and CCC (47 Days).

¢ Metrics Vary Significantly Within and Across Sectors: Working capital metrics fluctuate significantly
within sectors, especially between the top quartile companies vs. the bottom quartile companies. Across
sectors, differences in working capital metrics can be more than 50 days:
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= DSO: Consumer Staples Sector had the best DSO (18 Days) while the Industrial Sector had the
worst DSO (62 Days).

= DIO: Telecom Sector had the best DIO (3 Days) while the Materials Sector had the worst DIO
(56 Days).

= DPO: Utilities Sector had the best DPO (33 Days) while the Telecom Sector had the worst DPO
(6 Days).

= CCC: Consumer Staples Sector had the best CCC (27 Days) while the Materials Sector had the
worst CCC (83 Days).

Cheap Debt

When credit is cheap and plentiful, why should companies care about generating cash from working capital? For
one thing, any money unnecessarily tied up in inventory, receivables, and payables is money that could be
invested in strategic initiatives or returned to shareholders. Low interest rates will not last forever, and executives
need to focus on funding sources other than debt.

Also, reducing working capital to free up cash is preferable to borrowing funds from a shareholder value /
enterprise value perspective. In the example below (Table 2), we demonstrate how freeing up cash tied up in
working capital improves a company’s Return on Invested Capital (ROIC) — while holding Net Operating Profit
After Tax (NOPAT) constant — and shareholder value due to improved capital efficiency

Table 2: Freeing Up Working Capital vs. Increasing Debt

Assumptions: Revenues of $25,000 and Cost of Revenues of $14,000

e Impact on
Actual e Working Capital

DsO 73.0 60.0 $890

DIO 78.2 70.0 $315

DPO 521 60.0 $300

Total $1,505
Actual Redug:;\tl:lrking Increase Debt

NOPAT $3,000 $3,000 $3,000

Invested Capital $22,000 $20,500 $23,500

Return on Invested

Capital (ROIC) 13.6% 14.6% 12.8%

O Improvement in Working Capital Metrics would free up $1,505 in capital and reduce annual
capital charges by $120 assuming a WACC of 8%.

O Reducing Working Capital to free up cash is preferable to increasing debt as impact on ROIC is
significant (14.6% vs. 12.8%).

Sources: TechCXO, New Constructs, LLC, and company filings

Capital allocation is a senior management team’s most fundamental responsibility. The objective of capital
allocation is to build long-term value. This principle is fundamental to value creation and the integrity of the
capital markets. It applies to publicly-traded and privately-held companies at all stages of the life cycle. Capital
efficiency is measured by the metric Return on Invested Capital. ROIC more impact on Enterprise Value than
any other metric. For additional insights on the importance of ROIC as driver of enterprise value, see ROIC: The
Paradigm For Linking Corporate Performance To Valuation.

Increasing ROIC by just 1% can lead to significant increases in a company’s operating profits & enterprise value.
For example, if a company’s ROIC is 8%, and its WACC is 8%, a 1% increase in ROIC leads to a 12.5%
increase in Net Operating Profits and a 12.5% increase in enterprise value / shareholder value.
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1% Increase in
ROIC

12.5% Increase
in NOPAT

12.5% Increase
in Enterprise
Value

Recent surveys of finance executives show that only 20% say that all of their company’s liquidity needs are met
through working capital. CFOs realize that their ability to finance their company’s growth initiatives depends on
their finance function’s skill at improving working capital efficiency. Potential areas for improving working capital
efficiency include: internal process improvements, better information management, increased use of electronic
payments, and greater electronic integration with supply chain partners.

The Opportunity

Working capital comprises a significant portion of the total invested capital (working capital, PPE, goodwill and
other intangibles) for companies in the Russell 3000. You create value for your company by investing capital to
generate future cash flows at rates of return that exceed your cost of capital. Unless your company’s return on
capital exceeds its cost of capital, no amount of revenue growth can create value. These principles apply equally
to public companies as well as to privately-held enterprises.

Based on our analysis, we estimate that Russell 3000 companies can free up between $600 billion to $1
trillion by focusing on working capital optimization initiatives. For the Russell 3000, we calculated 2 scenarios to
estimate the potential impact:

1. Used average sector metrics from Table 1 and applied these metrics to the bottom quartile companies
within each sector (See Table 3).

2. Used top quartile sector metrics and applied these metrics to the bottom quartile companies within each
sector (See Table 4).

Table 3: Average Sector Metrics Applied to Bottom Quartile Companies

Accounts Accounts

Sector Receivable Inventory Payable Total

Consumer Discretionary $60,035 $82,150 $40,292 $182,478
Consumer Staples $15,939 $8,451 $13,965 $38,355
Energy $17,238 $13,492 $17,978 $48,708
Health Care $21,423 $16,009 $34,419 $71,852
Industrials $54,842 $70,961 $14,508 $140,310
Information Technology $30,704 $23,532 $15,492 $69,728
Materials $12,046 $8,358 $8,238 $28,642
Telecom Services $1,126 $291 $5,339 $6,756
Utilities $5,128 $5,688 $1,796 $12,612
Total $218,480 $228,932 $152,028 $599,440

Sources: TechCXO, New Constructs, LLC, and company filings

Page 4 of 9


http://blog.newconstructs.com/�

-~

< ®

¢ New Constructs
& DILIGENCE PAYS 1172017

Table 4: Top Quartile Sector Metrics Applied to Bottom Quartile Companies

Accounts Accounts

Sector Receivable Inventory Payable Total

Consumer Discretionary $89,831 $129,215 $69,719 $288,765
Consumer Staples $21,503 $10,764 $21,411 $53,679
Energy $20,215 $29,266 $40,035 $89,517
Health Care $28,146 $22,442 $87,091 $137,678
Industrials $99,485 $114,859 $23,822 $238,166
Information Technology $46,435 $33,100 $29,617 $109,151
Materials $24,400 $15,988 $13,333 $53,721
Telecom Services $1,699 $355 $27,452 $29,506
Utilities $10,257 $11,599 $2,730 $24,585
Total $341,971 $367,587 $315,209 $1,024,768

Sources: TechCXO, New Constructs, LLC, and company filings

From the sector perspective, the greatest opportunities for working capital improvement lie within the Consumer
Discretionary and Industrials Sectors. The sectors with the least opportunities lie within the Utilities and Telecom
Sectors.

Call to Action

Organizations of all sizes — public and private companies — can unlock significant value for their enterprises’ by
optimizing their working capital metrics. The potential “Size of the Prize” is significant - $600 billion to $1 trillion
for the Russell 3000 companies (non-financials). We also demonstrated that simply improving your ROIC by 1%
can lead to a 12.5% increase in both Net Operating Profits and shareholder value. Our “Call to Action” for senior
executives is to take a holistic view of their organization and concentrate on the following activities to drive
sustainable shareholder value creation:

¢ Assessment of Working Capital Processes
e Define Desired Outcomes

Formulate Solutions

Align Stakeholder Expectations

Assessment of Working Capital Processes

Your first course of action is to understand the “current state” of your working capital processes and governance
structure. Questions that need to be answered include the following:

e Does your company have a formal plan for managing working capital?

¢ Does your company have a significant understanding of cash management metrics and potential drivers
for improvement?

e Does your company have the organizational structure and policies to identify, prioritize and manage
working capital initiatives?

e Does your company and board have working capital incentive structures?

e Does your business unit/ functional management team have an operational understanding and clear
visibility into working capital performance on an ongoing basis?

Define Desired Outcomes

Working capital optimization initiatives can provide benefits to enteprieses beyond freeing up funds that can be
reinvested in the business, including:

e Improved capital efficiency (DSO, DIO, DPO) linked to sustainable shareholder value creation
¢ Reduced reliance on external debt/capital
o Reduced operational and financial risks
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e Higher enterprise valuations from the investment community
Formulate Solutions

Sustainable working capital improvements require an integrated approach across the entire enterprise that
include the following activities:

e Develop and prioritize implementation plan
e Develop and execute communication and change management plan
e Implement solutions
e Design and implement monitoring dashboards and risk modeling
¢ Identify continuous improvement opportunities
Align Stakeholder Expectations

Top management is the most informed stakeholder for setting expectations for both external stakeholders
(analysts, debt holders, shareholders) as well as internal stakeholders (Board of Directors, Business Unit
Managers). Executives need to explain in a transparent manner how their capital allocation initiatives — including
working capital strategy — align with the company’s path-to-growth strategy. This process also fortifies
management’s stature with investors because it highlights managements’ focus on being responsible stewards
of investor capital.

Organizations that excel at aligning expectations realize the following benefits:

» Reduced information asymmetry and better valuation
= Intrinsic value of enterprise aligned with market value
* Increased cash flows and ROIC

» Reduced litigation risk

» Valuation gaps reduced or eliminated

= Reduced stock price volatility and cost of capital
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New Constructs® — Profile

How New Constructs Creates Value for Clients

We find it. You benefit. Cutting-edge technology enables us to scale our forensic accounting
expertise across 3000+ stocks. We shine a light in the dark corners of SEC filings so our clients
can make safer, more informed decisions.

Our stock rating methodology instantly informs you of the quality of the business and the fairness of
the stock’s valuation. We do the diligence on earnings quality and valuation so you don’t have to.

In-depth risk/reward analysis underpins our ratings. Our rating methodology grades every stock, ETF,
and mutual fund according to what we believe are the 5 most important criteria for assessing the
quality of an equity. Each grade reflects the balance of potential risk and reward of buying that
equity. Our analysis results in the 5 ratings described below. Very Attractive and
Attractive correspond to a "Buy" rating, Very Dangerous and Dangerous correspond to a "Sell"
rating, while Neutral corresponds to a "Hold" rating.

QUESTION: Why shouldn’t fund research be as good as stock research? Why should fund investors
rely on backward-looking price trends?
ANSWER: They should not.

Don’t judge a fund by its cover. Take a look inside at its holdings and understand the quality of
earnings and valuation of the stocks it holds. We enable you to choose the best fund based on its
stock-picking merits so you do not have to rely solely on backward-looking technical metrics.

The drivers of our forward-looking fund ratings are Portfolio Management (i.e. the aggregated ratings
of its holdings) and Total Annual Costs. The Total Annual Costs Rating (details here) captures the
all-in cost of being in a fund over a 3-year holding period, the average period for all fund investors.

Our Philosophy About Research

Accounting data is not designed for equity investors, but for debt investors. Accounting data must be
translated into economic earnings to understand the profitability and valuation relevant to equity
investors. Respected investors (e.g. Adam Smith, Warren Buffett and Ben Graham) have repeatedly
emphasized that accounting results should not be used to value stocks. Economic earnings are what
matter because they are:

1. Based on the complete set of financial information available.
2. Standard for all companies.
3. A more accurate representation of the true underlying cash flows of the business.

Additional Information

Incorporated in July 2002, New Constructs is an independent publisher of investment research that
provides clients with consulting and research services. We specialize in quality-of-earnings, forensic
accounting and discounted cash flow valuation analyses for all U.S. public companies. We translate
accounting data from 10Ks into economic financial statements, i.e. NOPAT, Invested Capital, and
WACC, to create economic earnings models, which are necessary to understand the true profitability
and valuation of companies. Visit the Free Archive to download samples of our research. New
Constructs is a BBB accredited business and a member of the Investorside Research Association.
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DISCLOSURES

New Constructs®, LLC (together with any subsidiaries and/or affiliates, “New Constructs”) is an independent organization with no
management ties to the companies it covers. None of the members of New Constructs’ management team or the management team of any
New Constructs’ affiliate holds a seat on the Board of Directors of any of the companies New Constructs covers. New Constructs does not
perform any investment or merchant banking functions and does not operate a trading desk.

New Constructs’ Stock Ownership Policy prevents any of its employees or managers from engaging in Insider Trading and restricts any
trading whereby an employee may exploit inside information regarding our stock research. In addition, employees and managers of the
company are bound by a code of ethics that restricts them from purchasing or selling a security that they know or should have known was
under consideration for inclusion in a New Constructs report nor may they purchase or sell a security for the first 15 days after New
Constructs issues a report on that security.

DISCLAIMERS

The information and opinions presented in this report are provided to you for information purposes only and are not to be used or considered
as an offer or solicitation of an offer to buy or sell securities or other financial instruments. New Constructs has not taken any steps to ensure
that the securities referred to in this report are suitable for any particular investor and nothing in this report constitutes investment, legal,
accounting or tax advice. This report includes general information that does not take into account your individual circumstance, financial
situation or needs, nor does it represent a personal recommendation to you. The investments or services contained or referred to in this
report may not be suitable for you and it is recommended that you consult an independent investment advisor if you are in doubt about any
such investments or investment services.

Information and opinions presented in this report have been obtained or derived from sources believed by New Constructs to be reliable, but
New Constructs makes no representation as to their accuracy, authority, usefulness, reliability, timeliness or completeness. New Constructs
accepts no liability for loss arising from the use of the information presented in this report, and New Constructs makes no warranty as to
results that may be obtained from the information presented in this report. Past performance should not be taken as an indication or
guarantee of future performance, and no representation or warranty, express or implied, is made regarding future performance. Information
and opinions contained in this report reflect a judgment at its original date of publication by New Constructs and are subject to change
without notice. New Constructs may have issued, and may in the future issue, other reports that are inconsistent with, and reach different
conclusions from, the information presented in this report. Those reports reflect the different assumptions, views and analytical methods of
the analysts who prepared them and New Constructs is under no obligation to insure that such other reports are brought to the attention of
any recipient of this report.

New Constructs’ reports are intended for distribution to its professional and institutional investor customers. Recipients who are not
professionals or institutional investor customers of New Constructs should seek the advice of their independent financial advisor prior to
making any investment decision or for any necessary explanation of its contents.

This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any
locality, state, country or jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or which
would be subject New Constructs to any registration or licensing requirement within such jurisdiction.

This report may provide the addresses of websites. Except to the extent to which the report refers to New Constructs own website material,
New Constructs has not reviewed the linked site and takes no responsibility for the content therein. Such address or hyperlink (including
addresses or hyperlinks to New Constructs own website material) is provided solely for your convenience and the information and content of
the linked site do not in any way form part of this report. Accessing such websites or following such hyperlink through this report shall be at
your own risk.

All material in this report is the property of, and under copyright, of New Constructs. None of the contents, nor any copy of it, may be altered
in any way, copied, or distributed or transmitted to any other party without the prior express written consent of New Constructs. All
trademarks, service marks and logos used in this report are trademarks or service marks or registered trademarks or service marks of New
Constructs.

Copyright New Constructs, LLC 2003 through the present date. All rights reserved.
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